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Expense Accounts-Trap or Haven?
By EDITH MOORE, C.P.A.
Chattanooga Chapter A.S.W.A.
Partner J. H. Hardy & Associates
Past President A.W.S.C.P.A.
The Commissioner of Internal Revenue, in
Technical Information Release No. 198 out
lined some new steps which will be taken in
regard to reporting for expense accounts. He
stated that he believed these steps were
reasonable and would not require any expen
sive or burdensome compliance by anyone.
He further stated that the Internal Revenue
Service was not asking anything new of em
ployees’ tax returns but more detailed reporting
will be required on the income tax returns for
taxable years beginning after 1959 of employ
ers such as corporations, partnerships and sole
proprietorships.
Subject to special scrutiny are personal
expenses claimed as business deductions such
as “business” trips, including convention at
tendance, at resort hotels, hunting lodges or
other vacation spots; lavish entertainment;
ownership and operation of automobiles,
yachts, airplanes, hunting lodges, and beach
houses for use by company officials; and the
purchase with company funds of articles for
the personal use of executives, their families
or friends. The Internal Revenue Service may
take the position that such trips, entertain
ment, or use of company facilities or funds
represent additional compensation or divi
dends.

1. The employer must require certain ex
pense account details from the employee
and
2. The employer must exercise certain con
trols over the accounting which is
submitted by the employee.
The Internal Revenue Service will examine
the controls maintained by the employer to in
sure that his employees are paid only for those
expenses which are ordinary and necessary
business expenses incurred in connection with
their employment. One important control is
requiring expense accounts to be approved by
a person responsible to the employer for a
proper audit of the account—except that the
person incurring the expense should not audit
his own account.
Expense Account Allowances
EXPENSE ACCOUNT ALLOWANCES
include:
1. Amounts (other than compensation)
received as advancements or reimburse
ments and
2. Amounts paid by or for the employer
for expenses incurred by or on behalf
of an officer, partner, employee or
proprietor—including amounts charged
on credit cards.
Expense account allowances do not include
amounts expended for:
1. Goods purchased for resale or use in the
employer’s business;
2. Incidental expenses (office supplies,
local errands, etc.);
3. Fringe benefits (Hospitalization insur
ance, unemployment insurance, pension
plans, etc.; and
4. Expenses which professional service
firms (lawyers, accountants, etc.) bill
directly to clients.

Employers
In many cases amounts paid as additional
compensation are classified by the employer
as allowances or payments for other expenses.
These accounting practices of some employers
make identification of such compensation dif
ficult.
The examining agents have been instructed
to check the adequacy of the “accounting”
procedure of each employer they audit. If the
accounting for expenses is not required, the
procedure is deemed to be inadequate and the
agent must make a list of the employees who
received the expense allowances or reimburse
ments and the amounts received. The returns
of these employees will then be prime pros
pects for examination.
The two main requirements for an adequate
procedure according to the Treasury Depart
ment are:

Flat Per Diem or Mileage Allowances
Many employers give their employees a
certain sum per day for traveling expenses, or
pay them on a mileage basis. The amounts
received, even though not accounted for, will
be considered as automatically “accounted
for” and therefore not required to be reported
on the return (unless a claim is made that
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actual expenditures exceeded the amounts re
ceived) if they are received in the form of:
1. Car mileage allowances not over 12-%c
a mile;
2. Per diem travel allowances in lieu of
subsistence not exceeding $15.00 per
day.
These limits apply to travel in the United
States and are based on 125% of those
listed in the “Standardized Government
Travel Regulations.”

for expenses claimed for maintenance of
lodges, resorts, dwellings, attendance of
employees at conventions, vacations for em
ployees; use of yachts or boats for business or
personal use of employees.
PARTNERSHIPS will be required to supply
similar information paid to or on behalf of
each of the 25 partners with the highest in
dividual totals of:
1.
Salary or other compensation;
2.
Expense allowances and
3. Share of the partnership’s ordinary in
come.
Such information will not be required for
any partner whose individual total is under
$10,000.00.
INDIVIDUAL PROPRIETORS will be re
quired to supply information relative to “ex
pense account allowances”:
1.
Attributable to themselves, and
2.
Paid to or on behalf of each of their
5 highest paid employees.
Such information will not be required for
an individual proprietor whose total com
pensation (including his net profit from the
business) is under $10,000.00; and for an
employee whose total compensation is under
$10,000.00.
Corporations, partnerships and proprietors
will be required to keep the appropriate rec
ords for making this type of information avail
able on their return.

Travel and Entertainment Expenses
There is no automatic tax deduction for
travel and entertainment costs. Every item
you claim for these purposes is open to ques
tion on two counts:
1. Is it an ordinary expense—one which is
customary or usual within your particular
trade, industry or business community?
Almost all businesses involve a certain
amount of travel and such expenses usually
pass the test unless attacked on other grounds.
Entertainment is also recognized as an aid to
business and is usually accepted under this
test.
2. Is the outlay necessary—is it appropriate
and helpful to your particular business?
There is no precise definition of “necessary,”
but you will be expected to prove that a cer
tain expenditure was connected with a busi
ness matter and could reasonably be expected
to produce a business benefit.
An employee or executive who claims a
deduction must be able to show that this
expenditure was required as part of his job.
If there is a direct reimbursement by the
company of the expenditures, that is usually
sufficient to prove that the employee’s expenses
were necessary. If the employer does not
reimburse these expenses, the employee must
be able to prove that the expenses were a
necessary part of his job.

Employees
An employee who is required to and does
account to his employer for his business
expenses need not report on his tax return
the amount of such expenses or the reimburse
ments, allowances, or charges made to his
employer therefor, unless he wishes to claim
a deduction for expenses in excess of the
reimbursements. However, the accounting re
quired by the employer must accord with
“acceptable business practices” as outlined
for the employer.
A recent Revenue Ruling (60-120) states that
an adequate accounting for traveling expenses
should require the employee to submit a writ
ten statement to the employer establishing the
business nature of the travel and detailing:
1.
The date and place of travel;
2.
Cost of transportation;
3. Number of days away from home over
night; and
4. An itemized statement of total costs
incurred for meals, lodging and miscel
laneous expenses.
Also, supporting documents, receipts, etc.
should be submitted for large or exceptional
expenditures.

Employers—Tax Returns

CORPORATIONS will be required to supply
information (on Form 1120, 1120L, 1120M
or 1120S) relative to “expense account allow
ances” paid to or on behalf of each of the
25 highest paid officers (determined by adding
together salaries, expense allowances and all
other allowances). Such information will not
be required for any officer whose total com
pensation including allowances is under $10,000.00. A corporate officer is a person who is
elected or appointed to office or who is
designated as such in the corporation’s char
ter or by-laws.
The 1960 Corporation income tax return will
contain questions in regard to deductions
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purposes. However, if the return is examined,
the only procedure available for determining
the correct tax liability is a reconstruction of
expenses under the Cohan rule.
In the Cohan case, the court held that a
taxpayer who incurred such expenditures but
did not keep adequate records of them should
be allowed as close an approximation as
possible. The court emphasized that the bur
den of proof should bear heavily upon the
taxpayer—and in those cases, the taxpayer
often loses deductions to which he would
have been entitled had he maintained ad
equate records.
Any taxpayer may be asked to substantiate
his expenses if the Internal Revenue Services
feels it is “pertinent” to determine tax liability.
However, the Regulations say that employees
who account to their employers ordinarily
will not be required to substantiate their
claimed expense deductions unless:
1. The amounts involved are substantial;
2. The employee actually owns a substan
tial or controlling interest in the com
pany, or
3. A question about some other item has
resulted in a general examination of all
items on the return.
It is apparent that under the new expense
reporting rules, that it is imperative that
adequate records be maintained both by the
employer and the employee. Failure to keep
such records can create a trap for the taxpayer
and improper reporting will increase the
possibility of a more intensive examination
which can be expensive, and could also result
in losses for deductions to which the taxpayer
is entitled had he maintained adequate rec
ords.
However, if the reporting rules are followed
strictly and the necessary information is
furnished, there is less possibility of examina
tion and both the employer and the employee
will receive the full benefits to which they are
entitled and will be in a place of Haven.

In regard to Entertainment Expenses, the
employer should require the employee to
submit the following detailed information:
1. Identification of the persons entertained
(by name, title or otherwise);
2. The place, nature and cost of the enter
tainment; and
3. The reasons why the expense was neces
sary.
If the employee is not required to account
to his employer for his business expenses, he
must report on his return such expenses and
the reimbursements, allowances, or charges
made to his employer therefor. During the
past, a large number of employees who were
required to report expense allowances and
reimbursements on their returns did not do so
and did not properly answer the questions
relating to these expense accounts on their
individual income tax returns.
The employee must file a statement with his
income tax return containing the following
information:
1. Amounts received from, or charged to
his employer for business expenses, in
cluding amounts charged directly or
indirectly through credit cards, or other
wise;
2. The nature of his business or occupation;
3. The number of days away from home
on business during the taxable year;
and
4. Total expenses which constitute ordinary
and necessary business expenses broken
down into such categories as transporta
tion, meals and lodging while away from
home overnight, entertainment expenses,
and other business expenses.
A large number of taxpayers do not keep
adequate records and supporting documents
on travel and entertainment expenses. Some
taxpayers may receive an advantage, taxwise,
by claiming deductions for travel and enter
tainment expenses based on estimates in excess
of the amounts actually expended for business
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